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AT&T (T#-$59)
Meeting with AT&T's Top Management

EARNINGS PER SHARE (Dec.) 1997 VS 1996

OLD NEW P/E RATIOS F1QA $0.69 VS $092
1998E $2.60%$2.95 20.0x F2QA $0.59 VS $0.951997E $2.58 $2.70
21.9x F3QA $0.71 VS §0.84 1996A $3.47 F4QE

$0.71 VS $0.76

Yield: 2.68% Market Cap.: 64,863(000) Dividend: $1.32  Rating: HOLD

We met yesterday with AT&T's new Chairman and its CFO, Michael Armstrong and
Dan Somers. Mr. Armstrong is clearly very smart and energetic. He pulled off a turn-
around at Hughes and did wonders for its stock. At least initially, he appears to be
looking to replicate that strategy of cost cutting, divestitures, and acquisitions. The
issue, of course, is one of scale and timing. AT&T is much bigger, has an

extraordinarily strong immune system that rejects outsiders rapidly, and will come under
tremendous pressure in its core business very soon.

Mr. Armstrong is looking for ways to grow AT&T and improve its profitability. He is
trying to focus the company on the best opportunities, bath in terms of direction and
customer segments. He sees a number of areas of great opportunity, but also sees
numerous internal and external problems. He believes that the company suffers from
an inordinately high cost structure, bureaucracy and indecision, and long cycle times in
executing decisions. It is our sense that believes he needs 18-24 months to "get our act
together," and that he is hoping that regulators will give AT&T that long before any
Regional Bells enter the long-distance market and put pressure on the company's core
business. The company is raising cash through some divestitures and will enter 1998
with a very strong balance sheet. lts stock is up in reaction to Mr. Armstrong's hiring
and to talk of radical cost-cutting. That should broaden the company's options in terms
of acquisitions and joint ventures. We see that as something of a mixed blessing,
however. The mixture of radical cost cutting and culture change with catch-up in
several key areas is a tough one to pull off in a very short time-frame. Assimilating
acquisitions at the same time complicates the equation still further, particularty for a
company like AT&T whaose track record both in acquisitions and outside its core long-



distance business is far from terrific. Thus, ventures and acquisitions that are intended
to jump-start businesses may, instead, add to the problems. It will also be difficult to
cut cost and deliver earnings without jeopardizing the company's future. Again, Mr.
Armstrong is aware of that danger and indicates that he will not sacrifice the future for
the present, but at the same time he indicates an intention of growing 1998 earnings.
We are concerned, nevertheless, that this will be a tough promise to keep. It is not
clear to us that AT&T does, in fact, have two years before it has to worry about serious
pressure on the core, at least in some key states. it is clear that AT&T is way behind in
local entry and will not solve its problems easily or cheaply. Thus, we believe the
company will be walking a very thin tightrope over the next two years, while juggling an
enormous number of balls. Even with Mr. Armstrong's track record and obvious
competence, it will be a tough balancing act.

Strengthening the balance sheet:

AT&T's CFO, Dan Somers, announced the sale of the Universal Card, which will close
by the end of first quarter 1998 and add about $3.5 billion in cash to AT&T's balance
sheet. By that point, the sale of the customer care business should also be complete.
In all, we estimate that the two deals should add roughly $4 billion to what is being
described as AT&T's "war chest." The company is clearly considering acquisitions, but
no specific ones were discussed at our meeting.

1998 earnings expectations:

Mr. Somers indicated that he believes AT&T should be able to grow earnings every
quarter, sequentially, throughout 1998. We are not sure that is the right goal for AT&T
right now, given how little time it has to take share in the U.S. local business, to cement

international alliances and develop a suite of global products, and to invest in its
infrastructure and Internet business.

Key initiatives:

Mr. Armstrong outlined a number of key initiatives: local entry, the development of
global products and strong global alliances, cost cutting-especially in the SG&A
category-and reduction of bureaucracy and cycle times in decision-making, growth of

Internet, growth of the Solutions business, and development of a network architecture
that can evolve as technology changes.

Local entry:

Mr. Armstrong is clearly unhappy with where AT&T is in the local business now. He
said that the company has invested about $4 billion in this area and has $65 million in
revenues. He considers resale to be "a fool's errand” because it is so unprofitable,
does not see the unbundled-network-element platform (UNEP) as an option at the
moment thanks to the 8th Circuit Appeals Court, and does not have much in place at
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the moment in the way of local facilities. The company expects to lay out its strategy in
late January, but at least one part seemed apparent yesterday. The company plans to
focus heavily on large business. It will also address the high-end of the small-business

market, and to some extent the high-end residential market. That strategy is logical,
but will not be easy to execute.

To begin with, the numbers Mr. Armstrong laid out are shocking when compared with
some of AT&T's small competitors. Teleport, for example, has spent less than $2
billion and will have about $.5 billion in revenues this year. It is getting those revenues
over its own facilities in 65 markets. About half that revenue comes from providing
switched local service. Like all the CLECs (competitive local exchange carriers), AT&T
has laid the blame on the LECs' "foot-dragging” in opening local markets. It has blamed
the failure of its Digital Link product, for example, on the lack of permanent number
portability. It claims that large businesses, which are the target market for that product,
want to keep their direct-inward-dial numbers and that the LECs are making that
impossible. While there is no doubt truth to the claim that the LECs are not welcoming
competitors with open arms, it is hard to ignore the fact that Teleport, MFS/Worldcom

and many other small players have dealt with the same local telcos (LECs) as AT&T,
without AT&T's clout but with far greater success.

AT&T has not focused on placing facilities, and in Chicago, the one market where it
has, it has done so at a cost that is a large multiple of the cost smaller CLECs spend in
each market to much greater effect. AT&T is used to a national market and has
attempted to approach local in the same way in its systems design. It has tried to force
a single OSS (operations-support system) out of all the LECs, and has only recently
resigned itself to dealing with differences among them. Its local billing systems are a
disaster so far, at least for residential customers. It is not billing some at all for service,
and grossly overbilling others. Its systems appear too inflexible at this point to
accommodate the very different pricing packages that appear in each market. AT&T
has attempted to address the large-business local market with Digital Link, which
provides direct connections from the customer's PBX (in-building switch) to AT&T's
switch. It has had very little success, and blames the problem on the lack of availability
of permanent number portability. While it may be more difficult to use interim number
portability than permanent number portability, it is possible to do so. AT&T has chosen
not to invest resources in interim solutions, even in addressing a market segment that
should be very lucrative. In all fairness, the challenges AT&T faces are on a whole
different scale than those of any other CLEC. But then, so are its resources, and it has
clearly not used them well enough so far to take advantage of the very short window of
opportunity the company has before it faces Regional Bell competition in long-distance.
We believe that the FCC will let a few states into long distance in 1998 and many in
1999. Enough non-AT&T entry into local is building that it will become increasingly
difficult to keep the Bells out. Allowing time for court appeals, we expect substantial
actual Regional Bell entry into long-distance in 1999.
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It is not easy to see remedies for AT&T that can make a big difference in its local entry
in 1998. One option that is rumored to be under consideration is the acquisition of
Teleport. Given Teleport's share price, AT&T would have to pay 6-8 times the cost of
the underlying facilities. Several arguments can be made for the acquisition. One is
that AT&T seems to build its own facilities at a multiple of the cost at which Teleport
does, and therefore will not be overpaying relative to what it would spend on its own to
get facilities it should ultimately own. Another is that it is worth buying the assets
simply to keep them from going into other hands. A far more appealing and valid
argument is that AT&T has the large customer base with which to leverage the Teleport
assets and should be able to generate a cash flow that justifies the price. But even if

the price can be justified, there is no assurance that Teleport solve AT&T's timing
problem.

The primary issue, of course, is whether Teleport will accelerate AT&T's entry into the
local market beyond what it can accomplish with Digital Link. This is far from obvious.
Permanent number portability i1s no more available to Teleport than it is to AT&T.
Teleport will not solve AT&T's own systems problems, and may, instead, exacerbate
them. Teleport has its own systems, but it is unlikely that they can be scaled up easily
to accommodate AT&T's size. Instead, the acquisition would most likely present AT&T
with yet another OSS development or integration issue. That is doable, but time-
consuming. The deal itself is bound to take time to consummate, and the integration of
Teleport into AT&T will be time-consuming after that. We believe an AT&T/Teleport
deal could get regulatory approval, but it will not be a breeze, precisely because AT&T
would be eliminating an effective independent competitor . Mr. Armstrong commented
that he believes MCl/Worldcom will take till mid-'99 to close and assimilate. 1t is not
easy to see an AT&T/Teleport union up and running effectively sooner. Our concern is
not that AT&T can't afford or justify the purchase price of Teleport, but that the merger
will not solve AT&T's problems in the local market fast enough. The acquisition of a
wireless bypass company like Winstar or Teligent, while less expensive, presents many
of the same issues. Thus, at least on the local front, we do not see acquisitions making

it possible for AT&T to get done what it needs, which is to take substantial market
share from the LECs, fast enough.

AT&T (T): Meeting with AT&T's Top Management
11:07am EST 18-Dec-97 Janney Montgomery Scott
(Anna-Maria Kovacs 617-227-1514)

Local residential presents problems that are even greater. For the moment, UNEP is
not available as an option. Even if it becomes available soon, as we think it will in
some states, it does not do all that much for residential. Average revenue per line for
residential is in the ballpark of $30. A rebundled line would cost over $20 even in
Texas, which is proposing deep discounts, and in most states the price would be closer
to $30, based on element prices set so far. For the average line, UNEP is no more cost
effective than resale. For the high-end residential market, UNEP is far more appealing,
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because it makes cream-skimming possible. Facilities-based-bypass technologies are
not cost-effective at this point. Fixed-wireless or digital-cellular or PCS may become
cost effective at some point, but are not at this point. Cable-telephony has not
materialized in any volume, because it is not cost effective. Cable upgrades have a
high fixed-cost component, and require either high penetration or high revenue per
subscriber to justify them. AT&T's ability to bring in residential customers would
certainly help justify cable upgrades, but would probably not bring the cost of the
average line below that of UNEP. That makes a cable upgrade much less appealing
from AT&T's perspective than UNEP, because it can cream-skim with UNEP but not
with a cable upgrade. If it or its partners spend the fixed cost, they need every
subscriber they can get to justify it. They can't just go for the high end. AT&T is
already struggling in the long-distance business with a large, unprofitable piece of the
consumer base. Mr. Armstrong indicated that AT&T loses $.5 billion on 15 million of its

80 million residential customers. He is not eager to expand the problem by going after
low-end local consumers.

Finally, the idea of merging with a LEC has been raised by AT&T several times. We do
not believe that is a realistic option for the next few years for regulatory reasons. Until
there is substantial local competition, we do not expect regulators to be willing to
eliminate the one company that should be best able to compete with the LEC. There
will be particular concern about eliminating AT&T as a potential competitor in the
residential market. In fact, even without a Bell merger, we expect AT&T's strategy of

simply cream-skimming residential to be most unwelcome in Washington, although it
makes perfect sense to Wall Street.

Thus, we do not see easy or rapid external solutions to AT&T's local problems through
acquisitions or partnerships. That i1s not to say that it does not need to form some, or
that it cannot afford them financially, particularly if it can keep its stock price up. Itis
simply unlikely that they will position AT&T to take a large chunk of profitabie share out

of the LECs before the RBOCs can get into long-distance and bring AT&T's own core
business and cash flow under pressure.

International:

Mr. Armstrong indicated that he believes AT&T lacks a strong global product suite. He
is interested in developing that, and in doing so as part of a set of strong alliances
rather than the loose ones AT&T has formed in the past. International clearly presents
enormous opportunities right now. Many markets will open in 1998. The
MCI/BT/Telefonica alliance has been destabilized by the MCl/Worldcom merger and
AT&T has an opportunity to acquire some key new partners. We see a lot of
opportunity here for AT&T, but note that integrating new foreign partnerships while

dealing with the local issues will not be easy, particularly if an actual merger is
involved.

Cost Cutting:
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While Mr. Armstrong did not provide an actual target, he made it clear that he plans to
cut SG&A heavily to bring it down from its current level of 29.6% to the low-twenties.
He indicated that he believes cost cutting can provide the funds for AT&T's other
initiatives. He also highlighted that he is trying to reduce bureaucracy as weli as cost,
to reduce indecision and cut cycle-times. All of that is needed, particularly shorter
cycle times for both decision-making and implementation. If AT&T had several years
before it faced competition in its core business, we would be comfortable that this
strategy can really work. However, AT&T needs to move very quickly on several fronts,
especially local, and will need to defend its core business within two years. 1t is not
clear that all the systems development that is left, as well as the product development
and marketing and sales that will be needed for the local market, can be done while
cutting costs and growing earnings over the next year or two. Thus, AT&T is in
something of a bind. It must show earnings improvement to keep up its stock to have a
good currency for acquisitions. At the same time, it cannot afford to mortgage its future
by shortchanging a huge catch-up effort it must make on several fronts.

IP, Solutions, Infrastructure:

Mr. Armstrong spoke eloguently about the opportunities presented by both the Internet
and the Solutions business. These do, indeed, present high growth areas. The
Internet in particular may well be an area in which AT&T can probably accelerate its
growth through acquisition. The company is also looking to upgrade its network
infrastructure, to provide the flexibility to evolve as technologies change. AT&T needs
to participate in the Internet for defensive as well as offensive reasons. The Internet is
beginning to displace fax traffic to some extent and to take some voice traffic,
particularly international traffic. AT&T cannot afford to have that process accelerate
and threaten its long-distance business without being a player on the Internet side.

Summary:

We are maintaining our HOLD rating on AT&T. We believe the company will be one of
the survivors in the telecom industry when the dust settles after the next few years'
competitive battles. However, we also believe that the next few years will be tough,
and that better opportunities to buy the stock are likely to come. It will be enormously
difficult to pull off the act of balancing short vs. long-term earnings, to integrate

acquisitions while fundamentally changing the culture of the core, all within a window of
no more than two years.

The Analyst covering this stock or a department supervisor has an investment position.
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This information is sent to you for informative purposes only and in no event should be
construed as a representation by us or as an offer to sell or solicitation of an offer to
buy any securities. The factual information given is taken from sources we believe to
be reliable, but is not guaranteed by us as to accuracy or completeness. The opinions
expressed should be given only such weight as opinions warrant. This firm and/or its
officers and/or members of their families may have a position in the securities
mentioned and may make purchase and/or sales of such securities from time to time in

the open market or otherwise. Additional information relative to the subjects discussed
is available in our offices.
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CERTIFICATE OF SERVICE

1 hereby certify that 1 have this 5th day of January, 1998 served the following
parties to this action with a copy of the foregoing PETITION FOR CONDITIONAL
APPROVAL OF THE APPLICATIONS OF WORLDCOM, INC. FOR TRANSFERS
OF CONTROL OF MCI COMMUNICATIONS CORPORATION by placing a true and
correct copy of the same in the United Sates Mail, postage prepaid, addressed to the

parties listed below.

Catherine R. Sloan

WorldCom, Inc.

1120 Connecticut Avenue, N.W.
Washington, D.C. 20036

Andrew D. Lipman

Swidler & Berlin, Chtd.

3000 K Street, N.W., Suite 300
Washington, D.C. 20007

Michael H. Salsbury

Executive Vice President & General Counsel
MCI Communications Corporation

1801 Pennsylvania Avenue, N'W.
Washington, D.C. 20006-3606




